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Part I. INTRODUCTORY. 

1. The development of economic theory.--The main part of economic 
theory has been developed through attempts to, explain. by deductive methods 
the behavior of prices in a copilitah Sse nue Nonaa: Two aspects of this 
problem which have, until recently, been kept quite separate in theoretical 
discussions are: (1) the determination of the absolute level of all prices 
in terms of money, i-e., the general price level, and (2) the determination 
of the relative prices of particular commodities. 

The first of these two sub-problems has been traditionally dealt with 
in a rather superficial way by the quantity theory of money which in its 
essentials dates back to the 18th century, and which has thrown some light 
on certain particular economic phenomena such as those of international 
exchange and those of extreme inflation. 

The theory dealing with the second aspect has been broader in its 
applications, and has attempted to explain the way in which production, 
consumption waving distribution of incomes affect and are affected by 
the relationships between prices. This theory has traditionally been 
hesod on the doctrine of economic equilibrium, according to which prices, 
production and the other variables in the economic systems are constantly 
tending towards an equilibrium level which is determined by: (1) the 
technical conditions of production; and (2) the choices of individuals 
as between (a) the purchase of different consumption goods, (b) work and 
leisure and (c) consumption and saving. These fundamental conditions have 
been thought to influence the variables in such a way that if the latter 


were ever finally to reach equilibrium they would not move away from it 


ee 


unless the fundamental conditions were changed. It is in this sense 
that the equilibritm has béen'regarded as stable. According to this 
view any actual instability in the variables is attributed to changes 
in the fundamental conditions. 

Essentially this type of economic theory is a theory of individual 
choices. 

Its conclusions have been deduced from assumptions which all 
economic theorists have realized not to be entirely true, although some 
have thought them either approximately true or at least possible under 
the capitalist system. The main assumptions are: (1) that individuals 
are activated by the profit motive and act rationally (within the limits 
of their technical knowledge) in those of their activities which are 
concerned with business or with earning a living; (2) that they possess 
perfect knowledge of market conditions and prospects; and (3) that the 
existence of monopolistic price fixing and other influences tending to 
reduce the effectiveness of competition is of minor importance.’ 

This type of economic theory, with its high degree of abstraction 
and its oversimplified view of our economic system as one in which all 
tne variables are constantly moving towards an equilibrium as water seeks 
its own level, is the work of the neo-classic economists (this term is 
here applied not only to’ the Marshallian or Cambridge School, but also 
to the Mathematical or Lausaune and the Austrian Schools of economic 
thought) who developed it during the late 19th and early 20th centuries. 
It is derived. in'part from the theories of Adam Smith and David Ricordo. 
Neo-classical ‘economic theory has been severely criticized for its use of 


the method of making deductions from a few simple assumptions. Critics have 
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in the main proposed two approaches Be a substitute for or supplement to 
the deductive method: °(a) a study of economic institutions in their 
sociological and historical setting, and (b) statistical analysis of 
trends and correlations. The difficulties of reconciling the results of 
statistical analysis with a view which emphasizes the importance of 
changing institutions have not always been fully realized. But there 
can be no doubt that a combination of deductive, institutional and. 
statistical analysis is necessary to a full understanding of the way in 
which ene capitalist system or any other economic: system works. 

But in order to make the best use of the deductive method it is 
necessary to expand its basic assumptions beyond the simple ones out- 
lined above. Considerable progress in this direction has been made in 
the work of economic theorists during the past few years. Until very 
recently the theory of monopoly was treated as an isolated problem, 
but in the past few years the effects of monopolistic influences on our 
whole price structure have received considerable attention. This in 
itself might almost be described as a revolution in the theory of prices. 

A similar revolution is taking place in monetary theory. Before 
the present decade the only type of monetary theory generally known in 
the English-speaking countries consisted of the addition of a few 
refinements to the quantity theory.‘of the 18th century. This theory was 
not arganically related to the theory of the relative level of particular 
prices. The quantity theory of money, for instance,:-does not explain why, 
im periods of deflation, the demand for capital goods falls. off more 
rapidly than that for consumers! goods. Nor does.it ‘explain the influence 


which a change in the relative prices of consumers! ..and capital goods — 
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may have on the al ee ek falar Moreover, the quantity theory 

Ox arias ia aa ts ae ne weeps equilibrium. It has recently 
ee se aes Shot tad neineds oats cannot be explained in 
terms of, any theory of Sele sotiaatimns Modern monetary theory, in 
analysing ins ditecmetions hatnecn the absolute level of all prices 
and the relative level of particular prices has already thrown some 
light on the sources of instability in our economic system. Moreover, 
some economists have sought at least a partial explanation of the busi- 
ness cycle in a modification of the assumption that all producers and 
consumers have perfect kmowledge of market conditions and prospects (a 
modification that is essential to the explanation of such phenomena as cycles 
in livestock prices and production. ) 

Finally, the theory of international payments has recently 
undergone some modifications which are related to recent developments 
in monetary theory. : 

2. The nature of deductive economic theory.--Economic theory does 
not deal with facts, but with the conclusions which may be ecuieeaeh from 
certain assumptions. Tf ‘the ere are facts and the reasoning 
correct, the conclusions must be Peet If the conclusions are not 
facts, not all of the assumptions sat ve facts. The recent developments 
of economic theory described — have attempted to make it more 
useful iri Helping to woviiatin Wow our economic system works by bringing 
the assumptions nearer to sete. This has aaa is make the logical 
analysis iowa commlicated and has increased the need for precision. 


The use of elementary mathematical concepts has become essential and 


Lee 


that of more complicated Puce tea cE analysis increasingly fruitful. 

The newer developments are mainly an elaboration and extension of 
the older theories, and the latter must be understood in order to under- 
stand the former. Moreover, ‘the recent developments have been made 
possible largely through a more precise and rigorous statement of the 
results of the older theories than is to be found: in many standard works 
on economic theory. 

The first semester will be mainly devoted to a study of the way in 
which the relative prices and the other economic variables which interact 
with prices would behave under perfect competition. Perfect competition 
implies two assumptions: (1) perfect knowledge of market conditions and 
prospects on the part of producers and consumers, and (2) complete absence 
of monopoly. The latter means that (a) producers of any commodity do not 
combine in order to fix prices or production, the same being also true 
of consumers, and (b) every producer of any particular commodity produces 
so small a part of its total output in a particular market that the effect on 
price of any change which he may make in-his production is negligible and 
that he therefore takes the market price for granted without attempting to 
influence it, the same being also true of consumers. These assumptions are 
mainly adhered to in Part II of this course, although the assumption of 
perfect knowledge is modified in parts of Sections D and E. 

A further assumption which is mainly adhered to in Parts II and III 
is that trade takes place on a barter basis (some particular commodity 
being used as a unit of account. but not as a means of payment.) ‘The results 
of the use of money as a means of payment are analysed in Parts IV and V. 

The theory of perfect-competition represents a first approximation to 


reality which is misleading if applied to reality in its unmodified fom, 
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but is useful as a starting point for the development of further 
approximations. 

The theory, of perfect competition, however, has ee ies 
throws light on the way in which an economic system could be planned in 
order to secure the greatest. amount of real income for consumers. It 
will be seen, particularly in ‘the. eiscussion of monopoly, ek a planned 
economy in which competition played a much meas important ae gee it 
does in our present system might Bak more like a perfect sGnaaeuieS 
system than our present system does. Perfect competition must be 
distinguished from the results of laissez-faire, which in our nrenene 
society are apt to involve an important element of monopoly and serious 


monetary disturbances. 


Readings 
1. Knight, F. H. Risk, Uncertainty and Profit, Chapter I, Pages 3-21. 
2» Robbins, L., The Nature and Significance of Hconomic Science, 
pages 1-18, 45-95. | 
Robbins is.a vigorous advocate of see economic theory, 
-for which he claims more than others do who still find it useful. 
3-. Fraser, L. M., How do we want economists to behave? In Economic 
Journal, December 1932. 
A criticism of Robbins. 
4.. Sraffa, P., The Laws of Return under Competitive Conditions. In 
Economic Journal, December 1926. a i; 
This article ies landmark in the recent history se eeomionle 
theory. It points out diet the theory of perfect competition is 
“inadequate for Datei sie present economic system, and ‘a’ theory ~ 
| of imperfect competition is required. That the latter has since 


been developed is partly due to. the article itself. 9° 


A. The theory of choice as applied to problems of production and demand. 

1. The process of production and the principle of substitution.-- 
The principles of Choice which underlie the whole of economic theory are 
exemplified in their simplest form by analysing the relation of the prices 
of materials’ and‘*résources (land; labor, etc.) to’ their use by an 
raiy Tata producing a particular commodity for sale and possessing a 
given, limited imowl edge of’ the technique of production. It is a fact 
ascertained by observation that in most cases a commodity can be produced 
Wane wemite proportions of the different materials and resources entering 
into its production. The amounts of the various resourcesd/ used by a 
rational producer will depend on their prices. If the price of one 
resource falls, its use will increase relatively to the use of the other 
resources, and thus the proportions will be varied. This is the principle 
of substitution. 

If the quantity utilized per unit of time (imput) of one resource is 
increased by successive additions of equal amount, while the inputs of the 


‘rest are held constant, then each successive increment of the varied 


"“ resource makes a smaller addition to the total product than did the preceding 


increment. This again is a fact ascertained by observation. The additional 
physical product derived from an addition to the input of a resource (when 


the inputs of the rest are held coristant) is known as the marginal Physical 





' productivity, of that resource; the additional value product derived in the 
same manner is known as marginal value productivity, or simply marginal 

| productivity. Using these dutind tions. the first sentence in this paragraph 
| may be re-Sstated by sehen that neal ie input of one resource is increased 


(other inputs remaining unchanged) the marginal productivity (both physical 








1/ The word "resource" ig used here and in the following pages to include 
both materials and primary resources... 


Ly 
and value) decreases. This isthe law of diminishing returns. With rational 
production the utilization of each, resource will be pushed up to the point 
where .its marginal productivity. equals its price. The marginal physical 
productivities of the various, resources will. then oe proportionate to their 
prices. 

The same relationshios can be looked at another way. If the input of 
one resource is reduced, it is possible, at least within certain Limits, i 
keep the output of product from being reduced oy ineréasing the input or 
inputs of one or more of the other resources. If the inputs of resources 
A and 8 are varied, while the inputs of all other resources and the output 
pee mabe are. held pene hsm 2 Mane sin Griorense eh the input of B 
will be required typ omnana tts for a deenease of one Gnitl) of the input 
of A. This increase in the input of B is the marginal rate of substitution 
Cte for iw Aa the input of A decreases and that 6€°B inéreases, the 
marginal rate of substitution is increased also. A rational producer will 
nee tie inputs of A and B such that the marginal rate of substitution of 
B for A is equal to the ratio of fie wenice ot RA to tne cerice of B. 

| Finally, we mast consider the relation between the price of the product 

and the’ cost of the resources used im, 2s production. This determines the 
profit made by the producer and Mence ice ths total quantity of the product 
produced by ait producers. If the price of the product is sufficiently high 
rélative to the prices of the materials and resources the total value of | 
Pe outvut will exceed its cost of production ‘(inclusive of "normal profit!) 
ania there will be a pure profit. This will cause the total output of ale. 


producers of the product in question to increase, causing its price to fall 





ay The size of the unit is of course chosen arbitrarily but nas be small 
*. Im: relation to the total input in order to get a result which 
approximately describes the effect of continuous variation. 
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(and also causing the prices of the materials and resources to rise) untal ; 
the pure profit nds dicappeared! We thus obtain the groundwork for a 
theory of the demand for producers goods, which, to be complete, must also 
include a theory of the demand for the product, which means the demand for 
consumers! goods, i! 

Readings 


1.) Marshall, Alfreds) Principles’ of Heonomjics, Hi; ghth Edition, pages . 
‘355 to 359 and 404-406. 


‘The principle of substitution and its sitainen to other 
principles of tational @holde are explained. 
Bet Blac, ade alles inthocnction to merdanee on Hconomics, neeee 275-346. 
‘Explains some of the téchnicalities, with excellent illustra 
tions. 


8. Clark, J. M. Economics of Overhead Costs, pages 70-103. 


2. The demand for constiiers @ ehema. ate, thedry of the demand for 
consumers! goods is similar to the partial theory of the demand for producers 
goods referred to above, but a little more difficult to understand as it 
deals with something less tangible. According to the older theory, the 
consumer tends to choose that combination of goods for oSuene Lon WHEE 
with a given set of relative prices, will make his total utility, or satisfac- 
tion, as large as possiblé, just as a) rational pesanoer will choose that 
combination of materials and resources which wAltiy given set of prices will 
give him the largest output for ihe: gubule yearn spent. More recently, 
however, it has been shown ce ys saat Weed hee Cee eee theory of demand 
without referring to ubility and without making certain questionable assump- 
tions as to the ana ae nee consumer which: the use ‘of that concept 


D OAay 
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implies. According to the oraer theory the es i ‘between the marginal 
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utilities of goods purchased by a consumer are equal to the proportions 
between the prices he has to pay for them. According to the new theory, the 
consumer's marginal rates of anveraniene) ‘ike equal to the relative prices 
of the goods.: ’ 

In analysing the way in which the purchases of a commodity by’ & 
consumer are influenced by (a) the consumer's income, and (b) the prices of 


all consumers! goods, the significance of income-elasticity of demand and 





price-celasticity of demand will be explained. Price relationships between — 
complementary and competing goods will also be’ considered. 
Readings 

i liarshall, Principles, Highth Edietion, pages 92-119. 


Utility theory with certain complications ignored. “Definition 
of price elasticity of demand. 


2- Davenport, H. J., Economics of Enterprise, pages 64-87. 
Se Schultz, Henry. Statistical Laws of Demand and Supply, pages 3-27. 
Definition of price elasticity of demand. 


4. Hicks, J. R. A reconsideration of the theory of value to Economics, 
February, 1934. 


The new theory of demand. Definition of income elasticity of 


demand. Discussion of competitive and complementary relations 
between individual commodities. 


3. <A first approximation to the theory of economic equilibrium. -- 
By developing the implications of the theory of demand, we can deduce A theory 
of the determination of prices in a closed economic system under simplified 
conditions, assuming (among other things) that competition is everywhere 


perfect, that producers act rationally within the limitations of their technical 





1/ The meaning of this phrase in “connection with the demand for conatmena! 
goods will. be explained in class. Sp that 


aie 


knowledge, and, that the supplies of primary resources (traditionally comprised 
in the three categories of land, labor and capital) are fixed. rt can then be 
shown that the. relative prices of all commodities, the outputs of all 
commodities other than primary resources, and the incomes of wil individuals are 
determined by the following conditions: 

(1), The income per unit of time of each individual is equal to the 
value (i-e.. quantity X price) of the services per unit of time of primary 
resources owned by him | 

(2) The quantity of each consumers! goods purchased and consumed per 
unit of time by each individual is bt ented by his income and by the prices 
of the various consumers! goods. This is merely a statement of the theory 
of demand. The tastes and preferences which determine the way in which con- 
sumption is affected by income and prices are assumed eran 

(3) The price of each consumers! goods is equal to its cost.of. pro- 
diction (see above, under II, A, 1). 

(4) The quantity of each resource and producers! goods used per unit of 
time in the making of each product is determined by the prices of the resources 
and producers! goods. 

(5) Competition drives the prices of primary resources to that level 
which will cause the whole available supply (per unit of time) of each to be 
used, and the prices of other goods to the level at which the Tognh Uy produced 
per unit of time equals the quantity sive and used in production or con- 
sumed per unit of time. In our "first approximation" unemployment and surplus 
stocks of commodities do not exist. 

Here the incomes of th ke ices are seen we be determined by the con- 
ditions ae Shigirdeagt 4 of the primary resources and by the marginal productivi ties 
oe std. services. The former is an institutional ‘element which has not been 


given sufficient attention in some expositions of the theory of distribution. 


1 

inotner ares which until ily nb es neglected is the way in 
which monopolistic minrer tion ee the effect of marginal Droaaatin ee i 
income, poy this will be considered at a later stage. Finally, onenployment 
and ee tenon are two further: fuctors (to be poner ieren eer which make 
the distribution of income has the ea world differ from that which would 
| ‘weak under the gsi lastosy peney tere Of Our first onproxination 

Different modifications cee gay to be made in applying our Beenie 
to the problems of a planned economic system. But the results of our prosant 
theoretical analysis, based on Te assumption of perfect competition, might 
conceivably differ less from the facts of a planned economy than they do from 
those of our present imperfectly competitive economic system. 
Readings | | 

1. Cassel, Gustav. Theory oT Social seen pages 134-155. 


eae Ohlin, Bertil, Interregional and International Trade, pages 553-556. 


B. The Theory of Cost and Supply. 

The elementary conception of cost used in tee preceding ely ae 
needs to be modified in order to analyse tlio ce ae changes in she SHEL Ase 
of primary resources which arise in response to changes in their prices, and 
to be further developed in order to analyse changes in the production of soe 
commodities which arise in response to changes in demand. ) Y 

ly ‘The concept be ooportunt beoet and the 
primary resources.--Under the Panes UEOns of our first apor< 
A; 3) Heete the ea of all primary resources are fixec 
Pe, one commodity can be increased 0 only by Lnerepene pri 


Bi aks 
production Pye the gece aa of other commodities, and s: 
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of the latter. Hence the cost (in a social sense) of producing one commodity 
is in reality the unused opportunity of producing others. Moreover, the pro- 
ducers of one commodity compete for the resources they use with the producers of 
other commodities; the paaucass of commodity, A must pay for the services of a 
eased ind of resource as uae as the owners of the resource could aee from 
the ne of commodity B, barnes under given technical conditions depends on 
the demand for commodity, B. phates under the conditions of our first approxima- 
tion, the expenses of production of one commodity are in the last analysis. 
cee eo by she demand for ope commodities. This result is basic for 
ae theory of cost, but requires modification before it can be applied to. the 
HS ch or the real world. 

The first modification results from the fact that in the real world 
the oe of primary resources are not absolutely fixed. If the producers 
of Pahoa’ ty A bid up the price of unskilled labor in their efforts to obtain 
more Be 48) so that real wages rise, the total supply of unskilled labor may 
increase because laborers are willing to work more or harder for higher wages. 
On the other hand, they may prefer to do less work. In either case the demand 
for commodities other than A will not be the only determinant of the cost of A. 
Similarly a xise or fall in the rate of interest will influence the amount of 
Saving and hence, (but only in the long run) the total supply of capital; (for 


the application of the opportunity cost concept to the theory of capital and 
anne, 8 : ‘ 


inte} ..see below, II, D.) Hence the equilibrium of prices and production is 
d ven technical conditions, not only by the relative tastes 
se in 


isumers for different consumers' goods, but also by their 
nsumption, work and saving. 
for and against allowing the economic system to be regu- 


hoices in this way will be discussed at this point. One 
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of the most important advantages of the ee ose Sores ve it raises 
fundamental problems of social policy. connected with economic Bignne. The 
influence of the conditions of ownership of the primary, resources aul of the 
existence of imperfect competition will of course need ied be considered. - 

Another important modification of our results arises from the existence pe 
imperfect competition and monetary disturbances and mt not be er aees at this 
Stage. In the real world the producers of commodity A may obtain ne labor 
simply by giving jobs to the unemployed, which will involve no reduction in the 
outputs of other commodities and in spite of ne something will be paid for 
- the labor. In the long run, however, the wages that the producers of A must 
pay will be greatly influenced by the opportunities available for workers in 
alternative employments. 
Readings 

1. Davenport, H. J. Hconomics of Enterprise, pages 57-84. 

ee Knight, F. H. Risk Uncertainty and Profit, pages 51-93. 

3. Knight, F. H. Suggestions for a simplification of the theory of 

prices, if Journal” ot rolitical Economy, 1928. 
Statements of the opportunity—cost theory. 

4. Marshall, Principles, pages 140-143 and 331-350. 

Represents a different point of view, Marshall conceived of cost 
as due fundamentally to the disutility of work (pain-cost). This is 
connected with his views on rent and diminishing returns in agriculture. 

Oo. Clark, J. M. Hconomics of Overhead Costs, pages 1-69. 


Raises some problems which are outside of the theory of perfect 
competition. 


e. Marginal cost as a determinant of price--Long and short run Supply 
‘Curves-~Rent and Quasi-rent.--Suppose that the output of commodity A is increased 
oy. one unit. What is paid for the additional resources required to produce the 


Sete. unit is known as marginal cost. The price of A must be equal to that 
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marginal cost to evoke the production of the additional unit. Hence marginal 
cost is also supply price. ‘If output is increased by a second additional unit, 
the marginal cost may not be the same for the second increment as ve wan for the 
first. In ‘general it will be ereater for the secona. since those resources 

which the A industry uses in larger quantity (relative to other resources) than 
do other industries will become cat act cee ance more costly. Henee 
marginal cost and supply price vary with output, and on this result ms concept 
of a supply curve is based. Ifa resource is used only in the production of A 
(that is to say, if it is specialized in the production of a. Aes ioe ae 

not enter into marginal oes will sheers vir element of es cost 
which does not influence price, and will be determined in such a way that average 
cost equals marginal yp The Ricardian theory of rent was built up by 
regarding land as a specialized resource used only in the production of agri- 
cultural products which were treated as one commodity. When increased supplies 
of the non-specialized resources are obtained from other industries, but 
increased supplies of the specialized resource are not, the former are used less 
efficientiys! with every increase in output; this is an additional factor causing 
supply prices to rise. In the long run, few resources are specialized, but in 
the short run many forms of productive equipment are specialized. Hence the 
elasticity of supply is in general greater the longer the period in question. 


The earnings of resources which are specialized for the period.in question but 





L/ Since none of it is used in the production of other commodities, either no 
additional supplies of it can be odtained, or if they can be, this means that 
not having been previously used for a productive purpose they cost nothing 
and are a free good (e.g. the nitrogen in the air.) 


Bi The last point is explained in Viner's article, assigned below for reading. 


3/ They will be used less efficiently if no additional supplies of the special- 
izéd resource are available owing to the operation of the law of diminishing 
returns. They will also be used less efficiently.if the additional supplies 
of the specialized resource are of poorer quality than those already in use. 
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not permanently are known as quasi-rent. The relations of marginal,, average 
and total cost, of fixed (overhead) and variable cost and of these to supply 
price, both to a whole industry and to an individual producer will be analysed 
in detail. Ambiguities involved in the concept of a supply curve will be con- 
sia avaatnt : | 

Readings 


1. Viner, Jacob. Cost curves and supply curves. (photostat copies in 
Graduate School Collection. ) 
Explains the relation of cost curves to supply. The detailed 
precision of this modern treatment contrasts with the looser statements 
in Marshall. 


ee Marshall, Principles, pages 150-172 and 413-439 with pages 440-454 
optional. 

Explains the Ricardian theory of rent and Marshall's concept of 
quasi-rent which is derived from it. Marshall's view that diminishing 
returns in agriculture have a different significance from diminishing 
returns in the generalized sense is no longer widely accepted. Read 
carefully the note on pages 169-172 and the footnote on pages 436 and 
437. "Rent" in modern economics is payment for the use of a resource 
which is specialized to one industry. "Quasi-rent" may be 
regarded as payment for a resource which is temporarily specialized. 
Marshall, however, would say "limited in quantity" instead of "special- 
ized.'' The two concepts have something in common, since if all of a 
resource is used in one industry, that industry cannot obtain more by 
withdrawing the resource from other industries. 


‘3. Robinson Joan, pages 102-129. 


A discussion of the rent problem followed by an analysis oe the 
supply curve similar to Viner's. 


3- Joint Demand and Joint Supply.--Here the theory of the demand. for pro- 
ee will be reviewed and will be shown to be applicable to the supply 
of-.a commodity produced jointly with another commodity. Marginal cost and 
marginal productivity are in reality one concept, not two. 

The theory requires modification where the proportion between two ar more 
producers! goods used in the same vrocess or between two or more products pro- 


duced by the same process cannot be varied. In this case, there is no marginal 
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productivity for any otie of the producers! goods or any one of the products con- 
sidered separately. 


Readings 


l. Marshall, Principles, pages 381-393. - i ag 
When two commodities (e.g. beef and hides) are y produced in one 


process of production, what determines the cost of production of. 
either one considered separately. 


2. Kreps, Joint Costs in the Chemical indusiyys 2m Kae erty Journal 
of Hconomics, 1930. 
Contains some interesting Ayaweeciione option reading). 


C. Price determination in the case of individual commodities considered 


nn 





in greater detail. 
1. Long run and short run determination of price.--We have seen that 


ul ORE Re ee Pe of supply of a commodity varies with the period pomeaienads being 
greater for long periods than for short periods. The same applies also to demand, 
in the case both of producers! goods and consumers! goods, ° 

Moreover, the elasticity of supply for a given period is often greater for an 
increase of price than for a fall in price, except where the period is very short. 
The amount of any commodity that will be bought or sold at a given price and at 

a given time depends to a consi@eranl uae on what pia qdiide has been 
previously. A consideration of the way the price of a commodity in an earlier 
period may atfect its price at a later period enables us to see how certain 
measures taken to raise the prices of particular commodities, while effective 

in the short run, have tended to lower prices, in the longer run. The existence 
of cycles in the prices and production of certain commodities,: particularly . 
animal products, is: to be explained in the same manner. Fundamentally such 
failures of prices to reach or maintain stable equilibrium are due to. imperfect 


‘knowledge of market. conditions and prospects on the part of producers.: 
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Readings 
1. Marshall, Principles, pages 363-380. 


2. Keynes, J. Me, A Treatise on-Money, Vol. II, pages 135-144. 
Deals with the influericé of surplus stocks on prices. © 


ae The incidence of taxes and the effects of price fixing.—~-Under 
this heading, the effects of taxes on particular commodities, including tariff 
aweee and the processing taxes levied in connection with the Agricultural 
sgeptonbee: Program will be discussed. Some observations on the effects of 
enti on the distribution of income will be made. 

3e Equilibrium in the case of two or more related commodities.-—-This 
subject is extremely difficult, requires complicated mathematical analysis, and 
can only be discussed in a very elementary way in-this coursee It can be shown 
that under certain possible conditions a tax on a commodity will reduce the price 
paid by the consumer. 
Reading: 

: Ezekiel, M. J. Be Certain aspects of the demand for competing commodities. 


In Econometrica, April 1933. 
: Discusses the demand for pork and beef. 


4. Certain aspects of the technique of statistical price analysis.—-The 


main oroblemsto be considered under this heading are: (1) How to deal with 
correlated shifts in demand and supply curves; and (2) the difficulty of 
obtaining results which have application ‘to long-run problems. 


Readings: 


is Working, BE. J. —- What do Statistical Demand Curves Mean? A fundamental 
contribution to the theory,of demand and supply curves. Working shows 
that changes of supply (i.e. shifting of the supply curve) reveal the 
approximate position of the demand curve when demand remains relatively 
unchanged (ise. when the demand curve does not change its position); 
and that changes in demand reveal similarly the position of the supply 
CUrVe. 


oR 


2. Gilboy, Ee W ~ Demand Curves in Theory and in Practice. Raises the 
question whether statistical demand curves are demand curves at alls 
Gives a definition of the theoretical demand curve which seems 
unnecessarily abstract. 

js Rorking, Holbrook - Statistical Determination of Demand Curves: 
and Ezekiel, M. J. B. - Factors Related to Lamb Prices. 

Two examples of the way in which the position of a demand<curve may be 
estimated statistically. 


D. Capital and Interest -- Profit in the Absence of Monopoly.--When a 


given quantity of physical resources is used to produce a certain product, there 
is always a certain interval which passes between the time when the resources 
are utilized and the time when the product is obtained. In general it is 
possible, by lengthening the interval of time, to increase the product aetiacd 
from a given quantity of resources. Thus time is meee a resource or factor 
of production. In the real world, some resources are beine used to obtain a 
final product at an early date, others after longer intervals. In order to 
make it possible to pay for the services of a resource used in future produc- 
tion, somebody (in our own economic system the investor, in a socialist 

system the state) must devote ‘ part of their current income to the production 
of future goods, thus not using it for the purchase of present goods. Thus 
Savings are (in an economic though not always in a psychological sense) a 
demand for future goods. But future goods are cheaper than present goods since 
they can be produced with a smaller quantity of le fag ca resources. Be 

a rate of inteeset of five percent, $105 fod of goods one year hence are 
worth only $100 now. Thus ere nate of intergst eee reflects ie price of 
future goods in terms of present goods. If fhe amount of resources required to 
produce $100 worth of goods now can produce © 105° worth of goods a year hence, 


the cost of $105 worth of goods one year hen Pci be \Fibo (Rte section 


» 2 


\ 
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on opportunity cost aay, ie B, ‘es oe (ander perfect competition, or in a 
perfectly planned economy ) the rate of interest will be exactly five percent. 
Under perfect competition the cost of production and the purchase price 
of an instrument used for Parnes production Anat be exactly equal to its 
MieanLad titre yield, BAR Ges use will yield a rate of profit on the invest- 
ment exactly equal to the market rate of interes’. bet ae present economic 
Saher eae the future yield cannot be foreseen with accuracy, mainly 
ae cre Piouline of the product is subject to unforeseen changes. Hence the 
actual rate of profit differs from the rate of interest, the difference being 
une profit, which is often negative, involving a net loss. "Normal profit! 
is the same thing as the rate of interest. It is often maintained, however, that 
"Normal profit" also includes an element of payment for tisk. This view will 
be discussed. 

Normally, capital is invested in permanent additions to the total existing 
stock of capital goods, i.e. instruments of production. The income derived from 
the investment is calculated by deducting from the gross returns of the instru- 
ment or instruments produced the amount necessary for their upkeep and replace- 
ment. <Any savings made from this income and invested are used to make further 
additions to the stock of capital goods. The process of investment is thus 
cumulative, (except in so far as canital is lost through its use for purposes 
so unproductive that they fail to pay for the upkeep and replacement of the 
instruments. ) 

The rate of addition to the stock of capital goods is, in our economic 
system, largely determined by the time preference of individuals, that is, their 
preferences as between future and present purchasing power. Various observations 
will be made on this subject, of which the most important is that, generally 


speaking, a larger proportion of large incomes is saved than of small incomes 


bd 


(the income-elasticity of demand for future goods is greater than unity.) 

New additions to the seule at capital goods are made in two ways. (1) The 

increase in the stock required to keep per capita production from falling when 
the population increases; this mostly takes the form of additions to the number 
or increases in the size of the existing instruments without substantial change 
of their form. (2) Substitution for existing instruments of new ones which are 
more expensive and more labor-saving, involving an increased utilization of a 
capital per head of population, and.tending to raise per capita production. 
The latter form of increase is made possible by new inventions and, when the 
mate of interest is falling, by utilization of old inventions where they have not 
previously been profitable owing to the higher rate of phe Rial . 

Readings. from: F.H. Knight, Irving Fisher, Gustav Cassel and Knut 


Wicksell. 
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This outline is intended partly to indicate what is 
contained in the course, and also to give a condensed summary 
of a few of the theories to be discussed. No attempt, however, 
has been made to express reasoning which can be more easily 
understood with the help of diagrams or equations which will be 
explained in class. It is not expected that students will be 
fully able to understand those parts of the outline which have noi 
yet been covered in class or in the student's rending; but the 


outline may be found useful for reviewing ground already covered. 
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I. INTRODUCTION 


l. The Develomment of Economic Theory. - The main part of economic 
theory has been developed through attempts to explain by deductive methods 
the behavior of prices in a capitalist economy. Two aspects of this problem 
which have, until recently, been kent separate in theoretical discussions 
are: (1) the determination of the absolute level of all prices in terms of 
money, i.e. the general price level, and (2) the determination of the rela- 
tive prices of particular commodities. 1 


The first of these two sub-problems has been traditionally dealt with 
in a rather superficial way by the quantity theory of money which was developed 
by the mercantilists and perfected by their critics in the 18th century, and 
which has thrown some lignt on certain particular economic phenomena such as 
those of international exchange and those of extreme inflation. 


The tneory dealing with the second aspect has been broader in its appli- 
cations, and has attempted to explain the way in which production, consumption 
and the distribution of incomes affect and are affected by the relations be- 
tween prices. This theory has been based on the doctrine of economic equilib- 
rium, according to which prices, production, consumption and incomes are 
constantly tending towards an equilibrium level which is determined by: (1) the 
technical conditions of production; (2) the quantities of resources available 
for production; 2/ and (3) the choices of individuals as between (a) the vur- 
chase of different consumption goods, (b) work and leisure, and (c) consumption 
and savings. These fundamental conditions have been thought to influence the 
variables in such a way that if the latter were ever finally to reach equilib- 
rium tney would not move away from it unless the fundamental conditions changed. 
It is in this sense that the equilibrium has been regarded as stable, any 
actual instability in the variables (i.e. prices, production, etc.) being 
attributed to changes in the fundamental conditions. 


Essentially this type of economic theory is a theory of individual 
choices. 


Its conclusions have been deduced from assumptions which all economic 
theorists have realized not to be entirely true, although some have thought 
them either approximately true or at least possible under the capitalist 
system. The main assumptions are: (1) that individuals are activated by the 
profit motive and act rationally (within the limits of their technical 
knowledge) in those of their activities which are concerned with business or 
with earning a living; (2) that they possess perfect knowledge of market con- 
ditions and prospects insofar as these are relevant to tneir decisions; and 


1/ In the theory of international trade the relations between the price levels 
of different countries have been discussed at least for the past $3 centuries. 
Buy stotciaiseuss ton has had little or no relation to theories about the prices 
of Darticular commodities. 


aH The conditions of ownership of these resources must be added as a condition 
which together with the other conditions determines the incomes of persons. 
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(3) that the existence of monopolistic price fixing and other influences 
tending to reduce the effectiveness of economic incentive is of minor im- 
portance. 


This type of economic theory in its more complete form is the work 
of the neo-classical economists (this term is here applied not only to the 
Masshallian or Cambridge School, but also to the Matnematical or Lausanne, 
and the Austrian, schools of economic thought ) who developed it during the 
late 19th and early 20th centuries. Many of its essentials, however, are 
derived from the theories of the classical economists, namely Adam Smith, 
Ricardo, and some of their contemporaries. 


Neo-classical economic theory has been severely criticized for its 
use of the method of making deductions from a few simple assumptions. 
Critics have in the main proposed two approaches as a substitute for or 
supplement to the deductive method: Coy study of economic institutions 
in their soliological and historical setting, and (2) statistical analysis 
of trends and correlations. It is not always fully realized that the results 
of the statistical method are in general likely to have meaning only if 
changes in institutions do not significantly affect the data studied. But 
there can be no doubt that a combination of deductive, institutional and 
statistical analysis is necessary for the fullest possible understanding 
of the way in which the canitalist system or any other economic system works. 


In order to make the best use of the deductive method it is necessary 
to expand its basic assumptions beyond the simple ones outlined above. Con- 
siderable progress in this direction has been made by various theorists in 
the past few years. Until very recently the theory of monopoly was treated 
as an isolated problem, but in the past few years tne effects of monopolistic 
influences on our whole price structure have received considerable attention. 


A similar revolution has taken place in the theory of money- Until a 
few years ago the only type of monetary theory generally known in the English 
speaking countries consisted of a few refinements of the quantity theory of 
money of the 18th century. That theory, not being organically related to the 
theory of relative prices, does not exolain such things as the effect of a 
change in the demand for capital goods on tne general level of prices. More- 
over, the quantity theory of money is essentially one of stable egquilibriun. 
It is now generally realized that no theory; of stable equilibrium can be 
adequate to explain the business cycle. Modern monetary theory, in analysing 
the interrelations between price levels, interest rates, and the investment 
of capital, has already thrown gome light on the sources of instability in 
our economic system. Moreover, some econormists have sought at least a partial 
explanation of the business cycle in a modification of the assumption that 
producers have adequate knowledge of market conditions and prospects (a 
modification that is essential to the explanation of such phenomena as cycles 
in livestock prices and production). 


Finally, the theory of international payments has recently undergone 
some modifications which are related to recent developments in monetary theory. 
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ee The Logical Method of Deductive Economic Theory. - Deductive 
reasoning is a process of thought which reveals the implications of a set 
of assumptions. In itself it does not deal with facts, but it is a necessary 
tool of analysis in discovering causal interrelations between facts. Since 
the conclusions are implied in the assumptions, it follows that if the 
assumptions are facts and the reasoning correct, the conclusions must be 
facts. If the conclusions are not facts, not all of the assumptions can be 
facts. Actually the assumptions of economic theory are never completely true, 
but are at best a simplified version of the truth, and the conclusions are 
therefore merely approximations to the truth. Consequently, economic theory 
is not a fool-proof instrument of analysis and must be used with a due regard 
for the differences between assumptions and facts. The recent developments 
of theory referred to above have brought the assumptions somewhat nearer to 
reality, which has made the reasoning more complicated and has incrensed the 
need for precision. 


The newer developments are mainly an elaboration and extension of the 
older theories, and the latter must be understood in order to understand the 
formere Moreover, the recent developments have been made possible largely 
through a more precise and rigorous statement of the earlier theories than 
is to be found in many standard works on the subject. In this course we 
start first with a highly simplified set of assumptions and then proceed 
progressively to elaborate them. 


Se The Subject Matter of Economic Theory. — Economics is a study of 
the ways in which scarce resources are used to satisfy human wants. By 
"scarce resources" we mean resources which are so limited in quantity that 
additional human wants could be satisfied if we had more of the resources. 
The term resources is interchangeable with the term factors of production, 
and includes labor, natural resources and productive equipment created by 
mane For some purposes technical knowledge may also be included. 


Tro uses of economic theory are to be distinguished. Economic theory 
can be used to explain how particular ecoomic systems actually work; this 
we shall coll explanatory economic theory. It is also frequently used to 
evaluate the effectiveness of economic institutions in providing the greatest 
saviscaction of wants possible with the available resources; this 7é shall 
Gall critical economic, theory. To illustrates; the economic, consequences of 
the imposition of a tariff duty are similar to those of an increase of trans- 
portation costs on the imported commodity, and for explanatory theory tariffs 
and transportation costs can be regarded as equivalent. Since, however, it 
can be shown that tariff duties in general reduce the national income, and 
since they can be repealed, they are not, for the purposes of critical theory, 
equivalent to trensportation costse 





4. Definitions of Perfect Competition, Monopoly, etc. - A seller of 
a commodity is a monopolist if he can, by his own operations, significantly 
influence the price of the commodity he sells. This means that he can, within 
certain limits, set his own price. There are degrees of monopoly, but no 
absolute monopoly, and monovoly is not incompatible with some degree of compe- 
tition, bub only with atomistic competition. When no single sellér ina 
market is large enough to exert any significant influence on price, we have’ 
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atomistic competition between sellers. Competition which is not atomistic 
is monopolistic. Perfect competition among sellers exists when four condit+ 
tions are present, namely: (1) competition is atomistic: (2) each producer 
has perfect knowledge of present and future market conditions insofar as 
they are relevant to his operations: (3) the number of sellers who have 
access to the market in question is not artificially restricted: 1/ and (4) 
prices are not fixed over significant periods by law, cmtract, custom,or 
any similar hindrance to the free play of economic incentive. The same 
definitions apply to buyers in a market. It is obvious that perfect competi- 
tion exists nowhere, and that to assume perfect competition can be useful 
only in making a first approximation to reality. The effectsof the various 
imperfections of competition listed above are considered in some detail 

in this coursée 


II. THE THEORY OF PERFECT COMPETITION. 


In this part of the course certain basic ideas, most of which are not 
nev, are developed. 


1. The Choice of Resources in Production. - The principles of choice 
which underlie the whole of deductive economic theory are exemplified in 
their sim iplest form in an analysis of the relations between the prices of 
resources af and their use by an individual or enterprise procucing a com- 
modity for sale and possessing a given, limited knowledge of the technique 
Gf prodictiom Ib ts*a fact ascerta ined by observation that in most cases 
& commodity can be produced with differing proportions of the various resources 
entering into its production. The relative amounts of the verious resources 
used by a rational pro*ucer will depend on their prices. If the price of one 
Pesource rises, the producer will Gconomize on that resource, his usesof at 
will decrease relatively to that of the other resources, and thus the pro- 
portions will be varied. This is the principle of substitution. (The special 
case in which the proportions can not be varied will be considered later.) 


If the quantity utilized per unit of time (i.e. input) of one resource 
ienincreased, starting from zero, by successive additions of equal amount, 
while the inputs of the rest are held constant, then each successive increment 
of the veried resource will at first make a larger addition to the total output 
Of product than did the preceding increments: ‘but after a certain point is rench- 
ed the successive additions to total product will progressively decrease and 
finally become negativee This again is a fact ascertained by observation. 
The additional output obtained from the addition of one unit 3/ ifewenelaice eal se rlyn 
of the varied resource is knorn as the marginal product of that resource 
(sometimes also knowm as marginal physical aaa The market value 


1 ods condition - is relevant only for eriuical, economic theory. 

oy This term is used in the present sub-section to include not only primary 
regources, such as labor, land etc., but also intermediate products used in 
further production,. such as rav materials, buildings, machinery, etce 

3/ The size of a unit is of course chosen arbitrarily, but it mist be small 
in comparison with the total amount involved in order to get a result which 
approximately describes the effects of continuous variation. 
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of the marginal product is the marginal productivity (or marginal value 
productivity) of the resource. A rational producer, will use any resource 

in a larger quantity than that which would make its marginal product a maximum, 
but in a smaller one than those which would make its marginal product negative. 
Thus, regardless of price, the input of any resource will lie within a certain 
range Within that range any increase of input will reduce the marginal product. 
This - the law of diminishing returns. Moreover, within the renge mentioned, 


a rational producer will choose that input which makes marginal productivity 
€qual to prices 


The same relationships can be looked at another way, by supposing that 
the inputs of all but two resources are held constant and that as the input 
of one of the two variable resources is changed, that of the other is made to 
change in such a way as to keep the output of product unchanged. If the input 
of B is reduced, some increase in that of A will be required to compensate for 
the reduction of B if output is to remain undiminished. The additional amount 
of A required to compensate for a reduction of one unit in the input of Bis 
known ag the marginal rate of substitution of A for B. In typical cases, as A 
ls progressively substituted for B, the marginal rate of substitution of A for 
B will in fact progressively increase. It can be shown that the marginal rate 
of substitution of A for B equals the marginal product of B divided by 
that of A, and that a rational producer, in deciding how to produce a 
given output, will chose-. such inputs of A and B as are required to make 
the marginal rate of substitution of A for B equal the price of B divided 
by that of A. The same principle can be genernlized to the case where 
all resources are varied within the limits of physical possibility. 


Knoving the prices of resources (which we assume given at this 
stage of our analysis), and the input of each resource which the rational 
producer vould chose in order to produce any given output, we Imow the cost of 
each output. In general a productive unit (one factory or one farm) pro- 
ducing » Reno damien large output. will produce at a high average coste 
The same vill apply when a very small output is produced. At some inter- 
mediate point the average cost will be a minimum. We must now consider | 
the relation betveen the cost of the output ed the price of the producte 
If the price is sufficiently high relative to the pricés of the materials 
and resourceg, the total value of the output will exceed its cost of 
production (inclusive of "normal profit") and there will be a pure profit. 
It can be shorm that this will imrease the output beyond the point where 
average cost is a minimum. Similarly a pure loss will make the output less 
than that which can be produced at minimum average cost. The attractive- 
ness of pure profit, however, will tend to increase the number of units 
producing. the commodity, which will lover its price. This process will 
continue until pure profit disappears and the output of each unit is that 
which can be produced at lowest average coste The corresponding adjustment 
will take place if a pure loss occurs. Hence it can be shorn that perfect 
competition is incompatible with the condition in <hich an increase of out- 
put by the individual producer will reduce average coste The existence of 
such a condition over a long period of time is evidence of monopoly. 


2. The Choice of Commodities by on Individual Consumer. - According 
to what was formerly the orthodox theory, a consumer tends to distribute 
his income among expenditures for varicus commodities in such a way as to 
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make his total utility a maximum. This implies that a consumer with a 

given income and given tastes will so chose the quantities of the various 
commodities that their marginal utilities are proportionate to the prices 

he nas to pay for them. The never theory has dropped the concept of utility 
and substituted for it a purely beh>vioristic concept, nomely the marginal 
rate of substitution between commdities.e The marginnl rate of substitution 
of A and B, in the case of the final consumer, is the smallest quantity of 

A weich he would consent to accept for a reduction in his consumption of B 
by one unite It is implied in the definition of this concept that the con- 
sumer will so chose the quantities of the commodi ties that he purchases with 
a limited income that the marginal rate of substitution of A for B will equal 
the price of B divided by that of A, this relationship holding for all commo- 
ditics. 


This approach is adequate for the purposes of explanatory economic 
theory if ve are willing to accept consumers! choices as given and do not 
try to explain them. It is not adequate for such propositions of critical 
economic theory as that according to which a fairly equal distribution of a 
given national income yields more total satisfaction thm a highly unequal 
distribution. Some economic theorists object to such propositions. 


4 General Equilibrium Under Simplified Conditions. - The theory of 
equilibrium in a whole economic system can be developed onthe basis of the 
theories outlined above. This is mainly the work of the Austrian and 
mathematicnl schoolse (Marshall developed the main features of the theory 
of shifting equilibrium in particular markets.) At the present stage of 
the annlysis the sccumulation of capital and the costs of, or obstacles to, 
the movement of resources and goods from one place to another are ignored 1/. 
The principal assumptions are: that competition is everywhere perfect; that 
producers act rationally within the limitations of a given amount of technical 
knowledge: that supplies of primary resources are given: that the quantity 
ef eack resource owned by each person is given: and that the tastes of con— 
sumers nrc given. Subject to these assumptions it can be show that the 
Telavave prices of all commodities, the outputs of all commoditics other 
than primary resources, and the incomes of all individuals are determined 
by four conditions; namely: (a) thrt the marginal rates of substitution of 
all consumers foods, and those of all resources and producers! goods, are 
proportionate to their pri@ ratios in the manner indicated above; (bd) that 
the price of the services of every resource and producers! good is equal to 
its marginal productivity; (c) that all resources are fully employed: and 
‘(d) that every productive wit is producing the most cfficient output (iec. 
the output of lovest coste 


It can be shorm that these conditions are necessary for the maximiza- 
tion of real income 2/ (the phrase "real income" being defined in terms of con- 
sumers! choices 3/)s they are, however, not sufficient in themselves, because of 











3) A consideration of spatial movement and spatial immobility of goods and re- 
sources in part of the theory of interregional and intcrnational trade. 

2) Condition (da) is not necessary ‘rhen the required output can be most efficient- 
ly supplied by a small number of productive units. Where this is the case, how 
ever, it will still be necessary that the thole output be produced at the lowest 
possible cost. 

Bi Tt mast be noted that the state is in all modern societies and important con- 
sumer, Hat iw)to day, on important maker of choices of consumption for its 
citizens. It decides how much they shnll consume of such important things as 
highvays, education and battleshipse 








Fair in 


the problems ve have decided to ignore at this stage. Moreover, the distri- 
bution of income under perfect competition is not likely to be that required 

for maximizing total satisfactbon. There is, however, a possibility of redistri- 
buting income, within certain limits, through taxation without violating the 
conditions listed atove. 


Because of the significance of these conditions in connection with real 
income, it is clear that the theory of general equilibrium under perfect com 
petition is useful not only for explanatory economic theory as a first approx 
imation to the study our actual economic system (requiring to be greatly modi- 
fied by further analysis), but also for critical economic theory in laying down 
some of the specifications for an ideal economic organization. The conditions 
mentioned »bove could of course be approximately fulfilled in a planned (and 
not competitive) economy. In fact an intelligently planned economy could come 
very mach nenrer to realizing them than ovr present system does. 


4. The Meaning of Cost. -— Under the conditions of our first approx- 
imation, where the supplies of all primary resources are fixed, the production 
of one commodity can be increased only by transferring primary resources to its 
production from the production of other commodities, and so reducing the out- 
put of the latter. Hence the cost of producing one commodity is the unused 
opportwmity of producing others. The additional quantity of commodity A 
that could be produced if one unit less of B were produced is the cost 
Of Bin terms of A, which we will refer to as a cost ratio. It can be 
shown that under conditions of perfect competition this is equal to the 
price of B divided by that of A. This result is basic for the theory 
of cost, but requires modification before it can be applied to the prob- 
lems of the real world. The first modification results from the fact that 
in the real world the supplies of primary resources aré not absolutely 
cise bt Lue producers or commodity, A bld‘up the price of unskilled 
labor in their efforts to obtain more of it, the total supply of un- 
skilled labor may either increase because laborars work harder for higher 
wages, or decrease because with a higher rate of wages per hour they perfer 
to work shorter hours. In either case, commodities other than A will not 
be the only cost of Ae In fact the cost of A is anything we may substitute 
for A, and we may substitute leisure as well as substitute other commodities. 
A further modification of the same kind is due to the fact that people will 
sometimes willingly accept a lover waze for one kind of work than they can 
get for another, because the former is less disagreeable. 


A second modification is due to the fact mentioned above that more 
or better work is often performed for higher wages. It is not possible 
to fit this fact into the concept of cost as an alternative. 


A third important modification results from the existence of 
unemployment, due to monetary disturbances and imperfect competition. 
This means that in the renal world the producers of commodity A may 
obtain more labor simply by hiring some of the unemployed, at no 
sacrifice to the latter. Here there is a money cost to the employer, 
but no real cost to society. In the long run, however, the wages 
that the producers of A must pay are lnrgely determined by the 
opportunities available for workers in alternative employments. 
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III. THE THEORY OF SHIFTING EQUILIBRIUM IN PARTICULAR MARKETS. 


This part begins with a discussion of the meaning of supply and demand 
curves, on which some important recent work has been done; passes on to the 
subject of the long and short run responses to price; and ends with some ob- 
servations on competitive and complementary relations between commodities. 


1. Demand for Consumers! Goods. - A further elaboration of the subject 
discussed under II, 2. The influence of changes in prices, income, and con- 
sumers! preferences on the quantity od aparticular commodity purchased by a 
producer. Definition and discussion of the following concepts: Gélasticity 

of substitution, income elasticity of demand, and price elasticity of demand. 
The relation of indifference curves to demand curves. Some observations on 


the statistical measurement of demand. 





ee Supply. - Relations between the cost curves of an individual pro- 
ducer and the supply curve for the product of a whole industry. Generaliza- 
tion of the Ricardian concept of rent as payment for a specialized resource. 


3- Long and Short Run Equilibrium. - Because of their ignorance of 
future prices, producers tend to plan on the assumption that prices will re- 
main at their existing level. At least if we assume this we are probably 
nearer the truth than in assuming perfect knowledge, although a significant 
degree of foresight no doubt exists in some cases. Except insofar as such 
foresight exists in a significant degree, production is influenced by a 
change of price only when the change has occurred. Since it takes time to 
increase production of any commodity, elasticity of supply is in general 
less in the short run than in the longer run. Output in any industry must 
be regarded as a function of price with a distributed lag, the distribution 
of the lag varying greatly from one commodity to another. Moreover, since 
it usually takes longer to wear out old equipment than to construct new 
equipment, the elasticity of supply for a period of intermediate length is 
usually greater with a rise in price than with a fall in price. 


The wendency or producers to plan Duture production on the Oasisasor 
present prices often gives rise to cycles of alternating overproduction and 
underproduction in particular industries. Such cycles are particularly con- 
spicuous in the case of livestock production, but are also to be found in 
other branches of agriculture and in manufacturing industry. They must. be 
distinguished from the general business cycle and from replacement cycles in 
the -preduction of durable goods, both of which are discussed later. 


Where perfect knowledge exists, the elasticity of supply will be 
smaller in response to a change of price which is going to last only for 
a limited time than in response to a permanent change. Seasonal changes 
of price can be foreseen to a considerable extent. No producer would make 
an addition to his capital equipment because of an anticipated seasonal rise 
in price, such as he would make in response to an anticipated permanent rise. 


The demand for producers! goods is less elastic in the short run than 
in the long run for reasons similar to those indicated in connection with 
elasticity of supply. Demand for consumers! goods is likely to be less elastic 
in the short run than in the longer run becuase of imperfect knowledge and 
the slowness of changes in habit on the part of consumers. 
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4. Classification of Resources or Factors of Production with Reference 
to the Long and Short Period. - The traditional classification of resources 
into land, labor, and capital is not sufficiently precise for the purposes of 
modern economic theory. Actually there are many kinds of natural resources 
and of labor, each kind having a comparative advantage over others in certain 
uses. As for capital, it will be shown below that time is itself a scarce 
productive agent, and that capital goods are the saved-up services of land 
and labor, of which it has been possible to increase the productiveness by 
postponing their utilization. At the present stage we are concerned only 
with the results of this saving-up process as embodied in capital goods. A 
Capital good.is, during its lifetime, usually a highly specialized resource. 
When it wears out, however, it can be replaced by another kind of capital 
good, with the result that in the long run capital goods are not specialized. 
Labor also tends to be less specialized in the long run than in the short run, 
becuase of the time which it takes to acquire the knowledge and habits required 
by a new occupation. 


5. External Economies and Diseconomies and Related Problems. - It has 
been pointed out by Marshall that an increase of the number of productive units 
in an industry may either raise or lower cost - that productive efficiency 

is influenced not only by the size of the unit but also by the number of units. 
Cases where an increase of the number of producers reduces efficiency may be 
found in the drilling of too many wells in an oil-field,in the over-—grazing of 
open ranges,and in the overcrowding of traffic on a highway. All these are 
cases where there is unrestricted (or insufficiently restricted) access to a 
scarce resource, and any person availing himself of an additional quantity 

does not bear the full cost of his use of it. Economies resulting from an 
increase in the number of productive units in an industry are of a less 
definite nature; they include such things as the development of a broad market 
for labor with the type of skill required for the industry, the more effective 
development of auxiliary industries, more rapid development of technical 
knowledge, etc. These can be shown to be cases in which an individual producer 
does not obtain the full benefits of his own operations. 


In addition to the problems connected with external economies and dis- 
economies in an industry, there are others of considerable social importance 
connected with the fact that the economic costs of certain devices are not 
always borne,and the economic gains resulting not always obtained by those 
who make the choicee It is partly on these grounds that the planning of urban 
and suburban land development is to be justified. 


6. Demand for Producers! Goods and for Factors of Production and the 
Supply of Joint Products. - The analysis of the preceding section is applicable 
here with some elaborations, including the distinction between marginal net pro- 
ductivity and marginal gross productivity of factors of production and the 
corresponding distinction between marginal net cost and marginal gross cost 
of joint products. The most important anplication of the analysis developed 
here is to the theory of wages. In this case, however, it requires some 
modification to deal with monopolistic influences. 


{- The Incidence of Taxes and the Economic Effects of Government 


Regulations to Restrict Production or Consumption. - Various problems are 
introduced here as examples of the application of theories discussed above. 
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&. Theory of Equilibrium in the Case of Related Commodities. - The 
supply and demand curves discussed above are based on the assunption that a 
change in the price of one commodity will not disturb the ratios between the 
prices of other commodities. They are applicable as a tool of analysis only 
when this assumption is approximately correct. When it is not so we must 
consider competitive and complementary relationships between commodities 
both in production and in consumption. An adequate study of this subject 
requires the use of advanced mathematical methods which are outside the scope 
of this course. A few more elementary propositions only will be discussed. 


IV. THE THEORY OF ECONOMIC GROWTH. 


1. The Productiveness of Time. ~ When any resource is used in the 
production of a commodity or service there is usually a certain interval 
of time which passes between the moment when the resource is used and the 
moment when the final product appears. In general, it is possible to 
increase the quantity of product obtained with a given set of resources 
by lengthening the interval of time. Thus time is itself a productive 
agent. The most important way in which time is used productively is the 
use of resources to produce instruments of production which in turn can be 
used to turn out final products over a long period of time. Such instruments 


are called capital goods. 


Ce. The Rate of Interest Under Perfect Competition. - It is the product- 
iveness of time which makes possible the earning of interest in productive 
investment. It can be shown that the rate of interest under perfect competi- 


tion would be equal to the marginal productivity of time. 


In order to make it possible to pay for the services of a resource used | 
in future production, somebody (in our own economic system the investor, ina 
socialist system the state) must devote a part of their current income to the 
production of future goods, thus not using it for the purchase of present goods. 
Thus savings are (in an economic, though not necessarily in a psychological 
sense) a demand for future goods. But future goods are cheaper than present 
goods since they can be produced with a smaller quantity of resourcese The 
rate of interest reflects the price of future goods in terms of present goods. 
With a rate of 5 percent, $105 worth of goods one year hence is worth only 
$100 now. If the amount of resources required to produce $100 worth of goods 
now can produce $105 worth of goods a year hence, the cost of $105 worth of 
goods one year hence will be $100 and (under perfect competition or in a per- 
fectly planned economy) the rate of interest will be exactly 5 percent. 


Moreover, by varying the methods of production it is possible to use 
the services of a resource at a given time for turning out a final product 
either at once or in the future. If a larger proportion of resources is 
used for future production, future goods will cost more in terms of present 
goods, but will be less desired because they will be less scarce and because 
present goods will be more scarce. In allocating resources between present 
and future production, equilibrium will exist when the cost ratio of present 
and future goods equals their marginal rate of substitution. 
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Interest may be looked at in another way. ‘When a resource is used in 
the production of future goods, its marginal product is greater than it would 
be if it were used in the production of present goods. Under perfect competi- 
tion the employer of the resource pays for it an amount equal to its marginal 
productivity in present production, and the excess of its marginal product- 
ivity in future production over its marginal productivity in present production 
enables him to pay interest on the capital invested in its use. Interest is 
(except in the case of loans for consumption purposes) a payment for money, or 
Capital, invested, i.e., for the money required to remunerate resources used in 
the production of future goods. Hence we may regard it as payment for the 
opportunity to use resources in future production. The greater the quantity 
of resources used in future production, the smaller will be the excess of the 
marginal productivity of the former over that of the latter, (just as a greater 
use of one resource in proportion to other resources leads to a reduction of 
its marginal productivity). Under perfect competition the quantity of resources 
used in future production will be that which makes their excess marginal pro- 
ductivity equal to the rate of interest. Thus if the rate of interest is 5 
percent, an additional unit of any resource would produce 1.05 times as much 
one year hence as it would immediately. If the rate of interest is raised, a 
smaller quantity of resources will be used for future production and hence 
their excess marginal productivity will rise correspondingly; and vice versa. 
Hence we have a demand schedule for resources for future production which is 
also a demand for capital. The saving of money out of current income is the 
supply of capital. Hence the condition of equilibrium is that the rate of 
interest must be such as to make the quantity of money saved equal to the 
quantity of money invested. It will be seen later that this is also a con- 
dition of equilibrium in the monetary system. 


3. Cost of Froduction, Quasi-rent and Profit. - Under perfect competi- 
tion the value, at any date, of the future productivity of a capital good, 
discounted at compound interest would be equal to its original cost of 
preduction less its past productivity, the two latter amounts being accumulated 
at compound interest. Botn will also be equal to the cost of reproduction of 
the capital good (due allowance being made for any loss in its physical pro- 
ductiveness due to its past use). Actually, however, owing to imperfect 
knowledge of future price changes and inventions, these equalities do not 
hold. In the absence of monopoly the cost of production of a capital good 
tends to be equal to the estimate of its discounted future productivity made 
at the time when it was decided to produce ite A departure of the actual 
productivity from this estimate gives rise to pure profit or pure loss, the 
actual productivity being what Marshall has called quasi-rent. This topic 
is of some significance for problems connected with the valuation of public 
utilities. Its main theoretical importance, however, is in connection with 
the theory of money, as will be seen later. 


4. The Growth of Resources and the Period of Production. — The net 
income derived from the use of a capital good is customarily calculated by 
deducting from its productivity the amount believed necessary to replace 

it when it wears out with a similar instrument of equal productivity. When 
the amount deducted for replacement is thus reinvested and, in addition, a 
part of the net income also is invested in new capital goods, the process 
of investment becomes cumulative. In time of peace the process is usually 


cumulative for society as a whole. 
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We may regard those resources which are used for current replacement 
of capital goods, and goods in process, as being used for the production of 
present goods; and those used for net additions to the total stock as used 
for the production of future goods. 


This concept of the accumulation of capital is lacking in exactness, 
since it is impossible, except under certain simplifying assumptions, to know 
precisely what is required for replacement. An alternative method of state- 
ment is to use the concept of the average period of production, which is the 
average length of time passing between the input of resources and the output 

f final product. This quantity, however, needs to be corrected for compound 
interest if it is to have economic significance. The whole concept has 
recently béen questioned by Knight and others. If it may be used, then we 
may say that the quantity of capital has increased relatively to the quantity 
of the other resources when the corrected period of production has been in- 
creased. 


The rate of growth of capital may, or may not, but usually does, exceed 
the rate of growth of population. If it does, capital tends to replace labor 
in production through the use of more labor saving methods, which is the same 
as an increase of the period of production. Partly as a result of this, per 
Capita real income tends to increase. Per capita real income, however, also 
is affected by the size of population relative to natural resourcese The use 
of more labor saving methods may be made possible either by new inventions or 
by a fall in the rate of interest which makes possible the utilization of old 
inventions where they had not previously been profitable. Inventions may be 
either labor-saving or capital-saving. Labor-saving inventions tend to predomi- 
nate and to raise the rate of interest. On the other hand, an accumulation of 
Capital more rapid than the growth of population tends to lower the rate of 
interest. These two forces have been in approximate balance for several 
centuries. 


he sLhe aconomic Theory of Technical Progress. — Iti has deen cucromary 
among economists to regard technical knowledge as a datum or an independent 
variable for the purposes of economic theory. It can be shown, however, that 
wabor spéent.in the making of inventions or in the- acquisition of skill ds 
devoted to future production in the same way as labor spent in the making of 
a Capital good. An invention is, in fact, a kind of capital good. The con- 
ditions under which inventions become private property in our present system 
do not appear to be such as to encourage the most effective allocation of 
resources to the creation of new technical knowledge. 


V. THE THEORY OF MONOPOLY AND MONOPOLISTIC COMPETITION. 


1. Monopoly Equilibrium. - The use of the concept of marginal revenue 
has made possible a simpler and more satisfactory statement of the theory of 
monopoly equilibrium which was originally developed by Cournot and which is 
to be found in Marshall's Principles. Marginal revenue is the amount which 
an addition of one unit of the commodity to the quantity sold by the monopolist 
would add to the total value of his sales. It bears the same quantitative re- 
lation to demand price as marginal productivity does to average productivity. 
Monopoly profit is maximized when marginal revenue equals marginal cost. This 
theory tells us how the monopolist would decide what quantity of the commodity 
to sell and at what price, if (a) his aim were to maximize his profits, (b) he 
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were able to make the decision intelligently, and (c) he knew the shape and 
position of the demand curve for his product. The last two assumptions are 
very imperfectly realized in the actual world. Hence the theory does not 
indicate exactly what price will be charged under actual conditions but it 
does indicate what price it is in the monopolist's interest to charge. 


It indicates the latter, however, only on the simplifying assumption 
that there is no difference between the long run and short run elasticities 
of demand. The theory therefore needs to be modified to take into account 
the effect which a given price would have on the future position of the 
demand curve. 


Another problem connected with monopoly equilibrium is that of 
advertizing and selling costs. It can easily be shown that advertising 
cannot be useful to the advertizers under atomistic competition. No sharp 
distinction can be made between production cost and selling cost. If this 
distinction is made as a simplifying assumption, however, the conditions of 
equilibrium, which are rather complicated, can be defined. A significant 
distinction is that between advertizing which increases the consumer's 
knowledge and that which merely creates a blind preference. In general, 
the former will tend to increase the elasticity of demand for a monopolist's 
product and the latter to reduce it. 





2. Monopoly Profits. ~ Monopoly profit is usually defined as the. 
difference between the total value of sales by the enterprise and the total of 
payments made for resources and producers! goods by it. This may contain an 
element of pure profit or loss due to imperfect knowledge. The definition 
raises a difficult problem as to the determination of the return attributable 
to capital contributed by the owner of the enterprise. The orthodox solution 
is to refer to a "normal" return on capital. The monopoly profit than becomes 
the difference between the returns actually obtained by the owners and the 
normal return on their capital. A more satisfactory approach might be to con- 
sider the monopoly profit simply as a capital sum, namely the difference be- 
tween the market value of the stock of the corporation at the time of its 
foundation and the amount actually invested in the enterprise by its owners. 
In the real world this difference probably accrues usually to the promotors 
of the corporation, who are to be regarded as the true mononolists. Monopoly 
profit thus defined denends not on the actual earnings of the monopoly but on 
the anticipations of the investors regarding earnings. The element of im- 
perfect knowledge is therefore involved as well as that of monopoly. 


3. Monopolistic Competition. - The theory of equilibrium in monopol- 
istic competition has been worked out oy Joan Robinson and BH. He. Chamberlin 
on the basis of certain simplifying assumptions. Two alternative sets of assump- 
tions have been used: (a) There is free access to the industry and any pro- 
ducer in it has the same opportunites for profit as any other. This condition 
would be realized if consumers! yreferences for the products of particular 
sellers were evenly distributed, so as to give no seller an advantage over 
others, and if at the same time costs were the same for all sellers. Under 
these conditions competition between sellers would result in the absence of 
monopoly profit, but the imperfection of the market would make the output of 
the individual productive unit smaller than that required for maximum efficiency. 
The alternative assumption (b) is that the number of sellers who have access to 
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the market is restricted to a definite number. Then there will be monopoly 
profit and the size of output of the productive unit will be greater than 
that required for maximum efficiency. 


In the real world a situation in some respects intermediate between 
these two probably exists in many cases. A fairly general consumers! 
preference for the products of particular sellers, due to their established 
position in the market and past advertizing makes it unremunerative for new 
sellers to enter éven if the ones already in the market are making consider- 
able monovoly profits. 


The possibilities of obtaining future profits through advertizing make 
further modifications necessary: he advantages of large-scale advertizing 
may make the output of a single seller larger than the most efficient output. 


Me Sticky Prices. - It is a matter of common observation that the 
prices of monopolized products do not respond as readily to changes in con- 
ditions of demand and cost as do those of commodities produced under atomistic 
or nearly atomistic competition. Prices of monopolized products sometimes 
remain absolutely fixed for periods of years. In general such prices have 
shown a strong tendency to lag behind in the recent general decline of prices. 
The types of theoretical analysis referred to above do not afford an adequate 
explanation of this phenomenon. Four considerations may contribute towards an 
explanation: (a) Monopolists, owing both to lack of imowledge and lack of 
intelligence, do not know what »vrice changes should be made when conditions 
change and consequently are inclined to make no change; (b) A reduction of 
price often involves a loss in the short run, balanced by a greater profit 
in the long run, snort run elasticity of demand being less than long run 
elasticity. In a depression the financial weakness of monopolists discourages 
them from making the temporary sacrifice involved in a reduction of price; 

(c) In a depression the obstacles to the financing of a new enterprise make 

the sellers who are already in the market less apprehensive of the entry of 

new competitors; (dad) Where there is fairly close competition between monopolists, 
each one of them may be prevented from lowering his price by the fear that his 
competitors will do likewise, but unwilling to raise it for fear they may not. 
The expectations on the part of one monopoltst regarding what his competitors 
may do have been given some attention by Chamberlin, but further analysis is 
possible. 





5. Discriminating Monopoly and Dumping. — Where a monopolist has the 
Opportunity to sell at different prices in different markets, his profit is 
maximized when the marginal revenus in each market is equal to the marginal 
cost. Price will then be higher in those markets which have a less elastic 
demand than in those which have a more elastic demand. Where the marginal 
cost curve is negatively sloping the opvortunity to discrininate will make 
it profitable to charge a lower price in alli markets than would be profitable 

without the opportunity to discriminate. Selling in one area at a lower price 
than in other areas is technically described as dumping. 


6. Purchaser's Monopoly. - So far the discussion has been based on 
the assumption that a monopolist, or a group of monopolists, is selling in 
a market where atomistic competition exists among purchasers. The analysis 
is essentially the sane if it is assumed that a monopolistic position is 
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held by the buyer or buyers, and that sellers are atomistic competitors. 

In the case of a resource, or producers! good, the buyer's profit will be 
maximized when: the marginal cost of the resource (or producers! good) to 
the buyer (marginal cost in this case does not refer to cost of production 
but means the amount which the purchase of an additional unit will add to 

the total amount paid for the resource) equals its marginal productivity. 
Where the buyer of the resource has a monopoly of the product which the 
resource helps him to produce, the marginal productivity of the resource 

will not be its marginal product multiplied by the price of the commodity 

but its marginal product multiplied by the marginal revenue of the commodity. 
This analysis has significant applications to the theory of wages. It shows 
that only if the employer is an atomistic competitor both as an employer and 
as a seller of his product will the wage tend to equal the value of the mar- 
ginal product of labor. Otherwise it will be less. It can also be shown that 
under certain circumstances and within certain limits the raising of a wage 
rate by fixing a minimum may increase employment, in contrast to the tendency 
of an artificial raising of wages to reduce employment when the employers are 
atomistic competitors. 


7+ Monopoly and the Theory of General Equilibrium. - It has been shown 
earlier that, subject to certain important qualifications, perfect competition 
would tend to maximize the real incomes of consumers. The existence of selling 
monopolies tends to make the real incomes of consumers as a whole less than 
they would be under perfect competition. It tends to restrict below its optimum 
the production of those commodities in which the elasticity of demand of the 
product of a single producer is small, and by diverting resources away from’ the 
production of these ‘- .~ .J.- to raise above the optimum amount the production 
of those commodities in which the reverse is true. An additional distortion of 
production results from the existence of monopolies in the purchase of resources 
and producers! goods. 


Monopoly also tends to change the distribution of income, insofar as it 
gives rise to monopoly profit. 


It can easily be shown that the existence of monopoly in itself is not 
inconsistent with the minimum of unemployment of resources. The existence of 
monopoly, however, may greatly increase the amount of unemployment likely to 
result from monetary disturbances and from disturbances in the investment of 
Capital, as will be shown later. 


VI. MONETARY AND BUSINESS CYCLE THEORY IN RELATION TO TH THEORY OF ECONOMIC 
EQUILIBRIUM. 





1. The Functions of Money. - Money is generally used for three purposes: 
(a) as a means of exchanging goods; (b) as a means of keeping purchasing power 
in liquid form; and (c) as a unit of account for the measurement of value and 
for the determination of debts. The same thing need not necessarily be used 
for all three purposes, but ordinarily the unit of account refers to those 
things (coin, treasury notes, banknotes and bank deposits) which are used 
for the ‘first two purposes. The second purpose is, however, also partly 
served by various more or less negotiable securities which are not ordinarily 
used for the first purpose and of which the value is not absolutely fixed in 
terms of the unit of account. Monetary theory is concerned with the way in 
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Which money and any sienificant. substitutes for it are used for these purposes. 
It is not possible to lay down any general rule as to what should be included 
under the term money; it is convenient for some purposes to use the term more 
inclusively than for others. 


2. The Cash-balances Theory. - The old quantity theory of money, accord- 
ing to which an increase, in a given ratio, of the quantity of money existing 
in a particular society will be accompanied by an increase of prices in the 
same ratio, can be made to follow from three assumptions: (a) the quantity 
of each commodity exchanged for money in a unit period of time is given; (Dd) 
the ratios between prices are given; (c) the amount of money which each person 
choses to hold (that is to say, his cash balance) is a given proportion of the 
total amount of money transactions made by himself. The first two assumptions 
would be appropriate if the equilibrium of production and relative prices were 
not affected by the monetary conditions themselves. Since it is so affected 
to a very significant extent in the real world, these two assumptions can be 
used only in making a first approximation. Similar conerations apply also 
to the third assumption, as will be seen below. This last assumption is, how- 
ever, justified as a starting point by the fact that the amount of property 
which a person finds it convenient to hold in the form of cash is largely 
determined by the nature and extent of the monetary transactions which he 
commonly makes. If this assumption is made, then the total value of all money 
transactions is determined by the amount of money in circulation. If the amount 
of money were increased, certain persons, having more money than they required, 
would reduce their cash balances and so would raise their current purchases 
above their current incomes. This would raise the total value of money trans- 
actions, and, the nature of these transactions remaining unchanged (as is im- 
plied by the first of the three assumptions), this process would continue until 
the normal ratio of cash balances to the value of transactions was restored. 
The total value of transactions would then have increased in the same ratio as 
the quantity of money. It follows, moreover, from the first two assumptions 
that prices would also rise in the same ratio. 


3- Velocity of Circulation. — The ratio of total cash balances to total 
money transactions is the reciprocal of the velocity of circulation, which is 
the ratio of money transactions to cash balances. The theory stated above is 
based on the assumption that this ratio is fixed. Actually, however, the ways 
in which increases in cash balances can come about (namely gold production, 
the printing of paper money and the expansion of bank credit) have significant 
effects on production, interest rates and other economic conditions, which 
affect the velocity of circulation. When the change is such as to raise prices, 
interest rates, and profits,l/ this tends to increase the velocity of circula- 
tion. Persons tend to reduce their holdings of cash because cash is depreciat-— 
ing in terms of commodities, and to convert their holdings of cash into interest 
bearing securities or productive property,since the income which these things 
yield has increased. Similarly a fall of/ prices, interest rates and profits 
tends to reduce velocity of circulation. Hence an increase (or fall) of prices 
tends to affect the conditions of monetary equilibrium in such a way as to 
induce a further increase (or fall) of prices, which introduces an element of 











aes The way in which changes in monetary equilibrium affects interest rates and 
profits, tending to reduce these when prices are tending to be reduced, is 
analysed at a later stage. 
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instability into the equilibrium. The importance of this can be seen from 
the fact that changes in the velocity of circulation associated with the 
business cycle are proportionately greater than the corresponding changes 
in the amount of money (including bank deposits). 


4. The Meaning of. Index Numbers. - It is necessary for the purposes of 
monetary theory to know what we mean by "price level". If the ratios between 
prices did not change there would be no problem in measuring changes of price 
level. Actually, however, the concept can only be defined in terms of an 
index number. An index number of prices can have only one meaning, namely, 
the cost of purchasing a particular set of commodities (the quantity of each 
commodity being specified) at prices prevailing in a particular period of 
time, relative to the cost of purchasing the same set of commodities at 
prices prevailing in another specified period of time. The quantities of 
commodities refer to an arbirarily chosen base period; depending on the 
purposes for which the index number is to be used, they may be the quantities 
consumed, those entering into monetary transactions or some particular class 
of transactions, or those produced, exported, imported, etcetera, in the base 
period. In measuring the ratio of change of a particular price level from 
one period to another we may, for instance, choose either of the two periods 
as our base. The two methods will give the same result only if the propor- 
tions between the relevant quantities of the commodities are the same in both 
periods. Only if these proportions are the same can a change of the price 
level be measured accurately, and only if they are approximately the samé 
can an approximate measurement be made. Otherwise the index number will have 
no significance. 


Similar considerations apply to index numbers of what is known as 
physical volume (a misleading phrase) or quantum (a more satisfactory term). 
An index number of quantum measures the ratio between the total value of the 
commodities consumed (or produced, transacted, exported, etc.) at a particular 
time and the total value of the commodities consumed (etc.) at another specified 
time, when both sets of commodities are valued at the prices prevailing in an 
arbitrarily chosen base period. The result depends on the ratios between the 
prices in the base period chosen in the same way as an index number of prices 
depends on the ratios between the quantities. 


5. Say's Law and Monetary Equilibrium. - According to Say's law, the 
sale of any given quantity of commodities gives rise to purchasing power which 
is sufficient to buy any quantity of commodities having a market value equal to 
the value of those sold. Hence the total income (including profits in income) 
arising from the sales of all commodities in a unit period is sufficient to 
pay for the same output of goods at the same prices in the next unit period. 

If the conditions of monetary equilibrium remain undisturbed and are the same 
in both periods, the actual amount of money spent on commodities in the second 
period will equal the income created by the sale of goods in the first period. 
On the other hand if, during the second period, new money is created (through 
gold production, printing of paper money, or expansion of bank credit), some- 
body will have spending power in excess of the income created by the sale of 
goods during the first period. Similarly, if persons seek to reduce their 
cash balances in the second period they will, individually, spend more than 
they earned in the first period, and collectively they will turn over the 
existing amount of money between themselves at a greater velocity than in 

the first period. In both cases, expenditure in the second period will exceed 
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sales in the first period. Correspondingly, destruction of money and/or 
attempts to increase cash balances will reduce total expenditures. A reduc- 
tion of total expenditures will reduce production if prices are sticky; other- 
Wise it will merely reduce prices. It follows from the preceding analysis 
that any attempt to explain depressions as due to reduction of purchasing 
power is inadequate if it does not explain how a disturbance of monetary 
equilibrium arisese On the other hand it is possible that a disturbance of 
monetary equilibrium may result from some change in the conditions affecting 
supply or demand in the market for a particular commodity, or from a redis- 
tribution of income, or some other cause. 


6. The Expansion and Contraction of Bank Credit. - When a person pays 
for a commodity, not with cash, but with a promise to pay, he is thereby 
enabled, at least temporarily, to spend more than his income without reducing 
his cash balance. Hence an increase in the use of promises to pay as means 
of payment tends to increase the velocity of circulation of cash money. If, 
however, the promises to pay circulate widely and are accepted as equivalent 
to cash, it is convenient to regard them as a part of money and to describe 
the phenomenon not as a change in velocity but as a change in the quantity of 
money. The same phenomenon may be described either way according to the 
definition chosen for the term "money". When a bank makes a new loan to a 
customer by creating a deposit in his favor which constitutes a net addition 
to the total quantity of bank deposits outstanding, this may be regarded 
either as an increase in the quantity of money including bank deposits, or as 
a change tending to increase the velocity of circulation of bank reserves. 


The possidilities of expansion of bank credit are limited by the amount 
of available reserves. One bank can not expand credit when others are not 
expanding without losing some of its reserve. All the banks in a whole country 
cannot simultaneously expand without reducing their ratio of reserves to de- 
posits, if the quantity of reserves remains constant. Except in times of ex-— 
treme depression, private banks Keep their reserve ratio close to the minimum 
requirement (which is fixed by law in the United States and by custom in England). 
Hence in normal times the possibilities of expansion are mainly limited by the 
possibilities of obtaining additional reserves from the reserve banks or the 
central bank. In this respect there is a significant degree of elasticity. 


fe Bank Credit and Interest Rates - Wicksell's Theory. — The relation 
between the investment of capital and monetary equilibrium is the central 
problem of modern monetary theory. Wicksell was the first to point out the 
-main features of this relationship. According to Wicksell there is, at any 
particular time, a certain rate of interest at which the total quantity of 
Capital demanded for investment will ve exactly equal to the total amount of 
money which persons voluntarily save out of their incomes. This is what 
Wicksell calls the natural rate of interest. If this interest rate prevails, 
the amount of capital invested (that is, the amount of money spent on net 
additions to the stock of capital goods) will equal the amount saved out of 
incomes. The amount saved is defined as that part of total incomes which is 
not spent on consumption goodse Hence the equality of the actual and natural 
rates of interest is a necessary condition of monetary equilibrium. If the 
banks stand ready to lend at a rate below the natural rate, the total amount 
that persons will seek to borrow from the banks will exceed the savings 
entrusted to the banks, an expansion of bank credit will take place, and 
prices will rise. Similarly if banks charge a rate higher than the natural 
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rate, bank credit will contract, and prices will fall 1/. If the actual rate 
of interest is below the natural rate, and prices rise, the resulting improve-— 
ment in business prospects will make investment more attractive and raise the 
natural rates Hence if the actual rate of interest does not rise or does not 
rise rapidly enough, the inflationary process will continue unchecked. 
Similarly if the actual rate is below the natural rate, a progressive deflation 
will take place. 


. Wicksell's theory of the business cycle follows from his theory of bank 
credit and the rate of interest. For convenience a state of monetary equil- 
ibrium may be assumed to exist at the outset. The growth of population and the 
making of new inventions, and possibly also some other cause or causes, tend 
to raise the natural rate of interest. Owing to the element of elasticity in 
bank credit, the banks are not forced to raise their rates of interest immediate-— 
iy. The inflationary process begins, and the velocity of circulation increases 2/. 
Then the natural rate of interest rises. The actual rate of interest may (and 
usually does) rise without rising rapidly enough to check the inflation. The 
velocity of circulation increases, and this makes further inflation possible 
even without further expansion of bank credit. Since, however, velocity cannot 
increase indefinitely and the expansion of bank credit beyong a certain extent 
is limited by the limitation of reserves, the banks will be forced sooner or 
later to charge a rate of interest at least as high as the natural rate. This 
werieorin®= int lation to an end, ‘and the consequent return of velocity to its 
normal amount will give rise to a deflationary process. The latter will be 
brought to an end when an excess of reserves induces the banks to lower their 
rate of interest to the natural level. Other factors modify the process out-— 
lined above in various ways. 


8. More Recent Theories ~— Hayek, Keynes and Myrdal. - Hayek's theory 
is mainly a further development of Wicksell's. Hayek points out that the 
inflationary process, which causes a larger amount of money to be spent on 
Capital goods than is saved out of income, must therefore also cause a larger 
proportion of the total amount of resources used to be devoted to the pro- 
duction of capital goods than would be the case in a state of monetary equil- 
ibrium. In order to keep these resources in employment at the current rates 
of pay, the amount of money invested must continue to exceed the amount saved, 
and the expansion of bank credit must continue 3/. Moreover, the increase of 














1/ A qualification is necessary here. If persons are seeking to reduce their 
Gach Dalances, with the result that velocity of circulation is increasing, and 
are tending to spend in a given unit period more than their incomes in the 
Preceding anit period, then some contraction of bank credit) will be required 

GO OLtset the increase of velocity if monetary equilibrium is to be maintained. 
in this case, then, bank credit will contract even if the actual rate:of interest 
is equal to but not greater than the natural rate of interest. In the opposite 
case, where persons are seeking to enlarge their balances, bank credit will ex- 
pand if the actual rate equals the natural rate. 

a] It is possible also to assume that at the outset some development, such as a 
rapid accumulation of capital with a stationary population, reduced the natural 
rate of interest. In this case the cycle will start with deflation, but the 
analysis will otherwise be the same. 

oy Temporarily, investment might exceed saving owing to an increase in velocity. 
In the long run, nowever, since velocity can not increase indefinitely, a further 
expansion of bank credit is necessary. 
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total incomes resulting from inflation increases the amount of additional bank 
credit required per unit of time to keep the proportion of total expenditure 
devoted to capital goods at the level to which it has already been raised. 
Hence, once the process of inflation has started, the employment of resources 
in the production of capital goods can be maintained only by expanding bank 
credit at an increasingly rapid pace. Owing to the limitation of bank reserves, 
this process can be continued beyond a certain limit only with paper-—money 
inflation and if continued must ultimately lead to disastrous consequences. 
Moreover, the increase in interest rates which results, during inflation, from 
the prospective further increase of prices, causes capital to be invested in 
productive processes with a shorter period of production than would be the 

case if all the capital invested had been saved out of income. This means 

that the new capital goods are not sufficiently labor saving to be remunerative 
in the long run. When inflation comes to an end, much of the labor engaged in 
the production of capital goods during the inflation can no longer be employed 
and much of the capital equipment produced can no longer be used profitably. 

A readjustment can come about only through a transference of labor from capital 
goods production to the production of other goods and through the bankruptcy of 
firms owning unremunerative capital equipment. This necessarily involves a 
considerable amotnt of unemployment while the readjustment is taking place. 


Hayek has pointed out that a state of monetary equilibrium involves a 
progressive reduction of the price level. The accumulation of capital and the 
development of technique increase the quantum of total production so that in- 
creasing quantities of goods are exchanged for the same amount of money. Hence, 
maintenance of a stable price level would involve inflation and would sooner or 
later bring about serious maladjustments. Against this point of view it is 
sometimes argued that Hayek's ideal state of monetary equilibrium is not possible 
because, with a falling price level, the stickiness of prices would give rise 
to unemployment and deflation. 


Hayek has argued that monetary equilibrium could be maintained by keep- 
ing the quantity of money constant. This overlooks the possibility of independ- 
ent changes of velocity oe but is sometimes justified on the alleged ground 
that changes in velocity are a secondary phenomenon induced by changes in the 
quantity of money. 


Keynes! theory is broadly similar to Wicksell's but differs in im- 
portant details. Income, in the meaning which Keynes gives to this term, is 
not equal to the total selling value of commodities, but to their total cost 
of production, wnich is the same as the money remuneration of the factors of 
production plus "the 'normal' remuneration of entrepreneurs." Any excess of 
total sales value of all commodities sold to the final purchaser abover their 
costs constitutes profits, and any excess of costs above sales value con- 
stitutes lossese Monetary equilibrium is that state in which the total sales 
value of all commodities equals their costs. If selling values exceed costs, 
and profits appear, there is inflation, This involves an excess of invest- 
ment over saving, since investment is defined as total selling value of goods 
less total expenditure on consumption goods, and savings are defined as total 
incomes less total expenditure on consumption goods. Corresponding statements 
apply in the case of deflation. To make these definitions exact some further 
definition of "costs" is required. than is given by Keynes, but it is clear that 





1/ Compare page 19, footnote l. 
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some regidity of the rates of remuneration of the factors of production is 
implied. Keynes! conception of monetary equilibrium is not identieal with 
those of Wicksell and Hayek, the main difference being due to the peculiar 
definition of income, In Keynes! theory the criterion of monetary equilibrium 
is the distribution of income between the entrepreneurs and the factors of 
production. This criterion throws light on the contribution of sticky costs 
to the instability of monetary equilibrium. The more costs lag behing in 
inflation, the greater the tendency to expand production and to increase 
investment relative to savings, assuming a given rate of interest. 


Myrdal's theory differs in significant respects from all preceding 
theories and contains important contributions. It was implied in Wicksell's 
theory that those earnings of capital goods which are anticipated by their 
owners rather than their actual earnings determine the natural rate of 
interest. An important contribution made by Myrdal is his explicit analysis 
Or the effect of anticipations, which are important even if they are not 
rational. Myrdal suggests an improvement on Wicksell's comparison of the 
natural and market rates of interest on the ground this is not a practical 
tool to use in dealing with actual monetary problems. No means can be de- 
Vised for finding out the natural rate of interest at any particular time. 

As for the market rate, there are many different rates for different kinds 

of credit, and to take this fact into account in theoretical analysis would 
involve the use of complicated mathematical formulae.. In place of the com- 
parison between market and natural rates of interest Myrdal suggests a com- 
parison of the market value of capital goods as expressed in the stock market 1/ 
(A), and their cost of reproduction (B). Ina state of monetary equilibrium 
the difference (A-B) will be large enough to encourage an amount of current 
investment equal to the amount of savinge If the difference is too large, 
investment will exceed saving, and inflation will result: if it is too small 
(or negative), investment will be less than saving and deflation will result. 
This analysis is shown by Myrdal to be basically the same as that of Wicksell. 


Since no account of Myrdal's theory has been published in the English 
language, it will be described in some detail in class. 


9. Cycles in the Replacement of Durable Goods. — The current output of 
durable goods is normally devoted to two main purposes, namely the replacement 
of goods currently wearing out and the making of net additions to the total 
stock of capital goods in use. If replacement were to take place at an even 
pace, fluctuations in the demand for durable goods would be determined entirely 
by fluctuations in the demand for net additions to the stock, and these in turn 
by the various monetary and other factors related to the rate of interest and 
the investment of capital which have been discussed above. The fact that re- 
placement does not take place evenly introduces a further complicating element 
which is generally recognized to be of considerable importance in connection 
with the business cycle. If a particular kind of durable commodity has a 
normal life in use of ten years, but considerably more than half of the stock 
in use at a particular time is less than five years old, there will be little 
need for replacement during the next five years. During the following five- 


ay The market value of the stock of a corporation is regarded as the market 
value of the productive equipment owned by that corporation, which is the 
same thing as the capitalized value of its future earnings. 
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year period, however, there will be a large need for replacement. During 
the third five-year period there will again be a small need for replacement. 
At a time immediately following a period of rapid expansion in the use of 

a durable commodity a disproportionate part of the existing stock will be 
relatively new, and this will give rise to a replacement cycle. Every im- 
portant kind of durable good has its own replacement cycle, the length of 
the cycle depending on the usual length of life of the commodity in question. 
In order to know how replacement cycles influence the general business cycle - 
we must know how they affect monetary equilibrium. First, it will be assumed 
that goods destined for replacement purposes are paid for with borrowed 
Capital (as is the case with instalment purchasing). Then, in ‘the rising 
phase of the replacement cycle there will be an increase in the demand FOr 
Credit. If investment has hitherto been equal to saving there will now be 
an excess of investment over saving (unless a sufficient increase takes 
place in the rate of interest) and inflation will be generated. On the 
downward phase of the replacement cycle the decrease of borrowing for re- 
placement reduces the demand for credit, and the repayment of old credits 
constitutes an increase of Savings. Unless the rate of interest is 
appropriately reduced, deflation results. It is possible that in extreme 
cases a reduction of interest rates to zero might not be sufficient to 
prevent temporary deflation. Hence, reduction of interest rates is not 
necessarily a practicable remedy. The result igs substantially the same 
when it is assumed that replacement ourchases are made as a result of the 
previous accumulation of a depreciation fund. The accumulation itself . 
constitutes saving, and the use of the accumulated fund to make a replace-— 
ment purchase constitutes an investment not accompanied by present saving 
on the part of the person who makes the purchase. It is possible that when 
a reduction of replacement requirements for an important kind of durable 
good (or for several kinds at the same time) takes place during a period of 
rising general business activity, the reduction in the demand for credit 
may put an end to inflation and Cause a turn in the business cycle even 
though the reserves (and policies) of the banking system permit a further 
expansion of bank credit. 


Other kinds of Changes in the demand and supply conditions aifecting 
particular commodities can also influence monetary equilibrium. 


VII. THE THEORY OF INTERNATIONAL TRADE AND INTERNATIONAL PAYMENTS . 


Time will not permit more than a brief discussion of this subject in 
the present course. 


1. The Theory of Comparative Costs. — Ricardo's theory of comparative 
Costs was intended to indicate: (a) wnat it is that determines which Commo d- 


ities are exported and imported by a particular country; and (b) the nature 
of the gain in real income which a country derives from international trade. 
This theory, however, was based on his labor-cost theory of value, which has 
long been superseded. Modern reformulations of the doctrine, however, lead 
to results which are the same on basic points. 


e. The Theory of International Payments and International Exchange. - 
Considerable theoretical work has been done recently on these topics: thie 
will be covered so far as time permits. 
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LIST OF READINGS 


I. INTRODUCTION 





Robbins, Le — The Nature and Significance of Economic Science 


Robbins is a vigorous advocate of deductive economic 
theory, for which he claims more than others do who still 
Pindort Meera. 


Fraser, Le Me — How Do We Want Economists To Behave? In Economic 
Journal, December, 1926. 


APcriticism of Robbins. 
Knight, PF. He. — Risk, Uncertainty and Profit, Chapter I, pages 3=-cl. 


Sraffa, P. — The Laws of Return Under Competitive Conditions. 
In Zconomic Journal, December 1926. 


This article is a landmark in the recent history of 
economic theory. It points out that the theory of perfect 
competition is inadequate for the analysis of our present 
economic system, and a theory of monopolistic competition 
is required. That the latter has since developed is partly 
due to the article itself. 


Il. THE THEORY OF PERFECT COMPETITION 





1. The Choice of Resources by an Individual Producer. 


Marshall, Alfred - Principles of Economics, pages 455-4559 in the 
Sth edition. 


The principle of substitution and its relation to other 
principles of choice explained. 


Black, J. D. ~ Introduction to Production Economics, pages 275-346. 


Explains some of the technicalities, with good illustra- 
tive examples. 


Robinson, Joan - The Economics of Imperfect Competition, pages 26-34. 


Explains some of the geometrical relations between 
average and marginal curves. 
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Wicksell, Knut - Lectures on Political Economy, pages 108-144. 
Hxplains some of the technicalities and also deals with 
some broader problems relating to the theory of general equil- 
ibrium. 
Clark, J. M. — The Economics of Overhead Costs, pages 70-134. 


Some good illustrative examples of the principle of 
substitution and the economies of large scale production. 


ce The Choice of Commodities by an Individual Consumer and the Theory 
Op ul Li ty. 
Wicksell, op.. cit. pages 29-83. 
The theory of demand in its earlier form. 


Hicks, J. Re —- A Reconsideration of the Theory of Value. In Economica, 
February 1934, pages 52-60. 


The newer theory of demand. 


bs The Theory of General Equilibrium. 
Knight, op. cit. pages 57-34. 
Cassel, Gustav - The Theory of Social Economy, pages 134-155. 


Taylor, F. Me — The Guidance of Production in a Socialist State. 
In American Economic Review, March 1929. 


4, The Theory of Cost. 
Davenport, He J. — Economics of Enterprise, pages 57-84. 
The opportunity—cost theory. 


Knignt, F. He — Suggestions for a Simplification of the Theory of 
Brices In vournmal of Political Economy, 1926. 


Another statement of the same theory. 
Marshall, op. cite, pages 140-143 and 331-350. 


Marshall conceived of cost as determined fundamentally 
by the disutility of work, as demand is determined by the 
utility of consummtion. His conception of cost is connected 
with his views on rent, which, following Ricardo, he does not 
include in cost. 
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Clark, op. cits pages 1-69. 


Raises some problems relating to cost which are outside 
oF the theory of perfect competition. 











‘ III. [ME THEORY OF SHIFTING EQUILIBRIUM IN PARTICULAR MARKSTS. 
rs 1. Demand for Consumers! Goods. 





schultz, Henry - Statistical Laws of Demand and Supply, pages 4-e/7. 
Pickey Op. -cit. pages 61-69. 


Working, =. J. — What Do Statistical Demand Curves Show? In Quarterly 
Journal of Economics, February 1927. 


e. Supply, 3. Long and Short Run Equilibriun, 4. Classification of 


Resources, étc., and 5. External Economies etc. 


Viner, Jacob - Cost Curves and Supply Curves. In Zeitschrift fuer 
Nationaloekonomie, 1931 (43 photostat copies of this article, 
which ig in English, are in the Graduate School collection). 


Explains the relations of cost-—curves and supply curves. 
Marshall, op. cite, pages 150-172 and 413-39. 


Explains the Ricardian theory of rent and Marshall's 
concept of quasi-rent which is derived from it. Marshall's 
view that diminishing returns in agriculture have a different 
significance from diminishing returns in the generalized sense 
is no longer widely accepted. Read carefully the note on pages 
169-172 and the footnote on pages 436 and 437. "Rent" in modern 
economics is payment for the use of a resource which is special- 
ized to one industry. "Quasi-rent" may be regarded as payment 
for a resource which is temporarily specialized. Marshall, how- 
v- ever, would have said "limited in quantity" instead of "special- 
ized'., The two concepts have this in common, that if all of a 
resource ig wsed in one industry, that industry cannot obtain 
more from other industries. 


Hopineon, Op. cit. pages 102-129, 
A discussion of the rent problem followed by an analysis 
of the supply curve similar to Viner's. 
6. Demand For Producers! Goods etc. 


Marshall, op. cit. pages 381-393. 


The theory of joint supply and joint demand analysed 
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subject to the limiting assumption that the proportions be- 
tween the products or resources in question are fixed. 


Robinson, ope cit. pages 235-256. 


Considers the demand for a resource when the proportions 
are variable. . 


Kreps, T. Je — Joint Costs in the Chemical Industry. In Quarterly 
Journal of Economics, May 1940, 


Contains some interesting illustrative material. 


oe Theory of Equilibrium in the Case of Related Commodities. 


Ezekiel, Me J. Be — Certain Aspects of the Demand for Competing 
Commodities. In Econometrica, April 1934. 


IV. THE THEORY OF ECONOMIC GROWTH. 


Wicksell, op. cit. pages 144-257. 
MP ls Sle = Ep roressor Fischer's Inverest Theory: A case in pointe 


In Journal of Political Economy, April 1931. 


Ve MONOPOLY AND MONOPOLISTIC COMPETITION 





Robinson, ope cit. 
Chamberlin, E. He — The Theory of Monopolistic Competition. 

This is included as optional reading. The student 
snould first become familiar with the contents of Joan 
Robinson's book. 

Harrod, R. F. - Doctrines of Imperfect Competition. In Quarterly 
Journal of Economics. 
VI. MONETARY AND BUSINESS CYCLE THHORY, ETC. 
Wicksell, ope cite, Volume II. 

Not yet translated into English. Students who know 

German should read pages 1-30, 67-82 and 144-259 of the 


German translation. 


Keynes, Je Me —- A Treatise on Money, Vol. I pages 53-325 and Vol. II 
pages 164-170, 198-210 and 339-387. 
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Hayek, F. A. — Prices and Production. 

Myrdal, Gunar - Der Gleichgewichtsbegriff als Instrument der 
Geldtheoretischen analyses In: Beitraege zun Geldtheorie 
(edited by F. A. Hayek). 


Students who know German should not fail to read this. 


Kugnets, Simon — Equilibrium Economics and Business Cycle Theory. In 
Quarterly Journal of Economics May 1930. 


Clark, J. Me - Strategic Factors in Business Cycles. 
Discusses the replacement cycle. 


VII. THE THEORY OF INTERNATIONAL TRADE 


Harrod, Re F. — International Economics. 
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